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ABSTRACT 



Summaries of conference discussions on state funding 
of public higher education are presented . Attention is directed to 
the practice and the context of state funding. , The following topics 
are addressed : current state prior it ies and relat ionships between 
state government and publicly-supported institutions; funding for 
quality, incentives in the budget, management flexibility , higher 
education costs, funding formulas , and research agenda. Specific 
issues addressed by conference participants include the following: 
changes in the means for ensuring accountability, the importance of 
trust in the state-institutional relationship, the degree of coricern 
about quality in higher education , the kind" of budget provisions that 
are likely to enhance quality , the way that incentives relate to 
state policies, the proper distribution between the state and the 
'institutions of the responsibility for managing institutional 
budgets, leadership and flexibility, problems inherent in basing 
tuition rates on the costs of instruction , the role of marginal 
costing in the higher education funding, recent improvements in 
funding formulas, and progress in cost ing studies . A list of 42 
finance-related issues that need further investigation is appended. 
(SW) 
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Foreword 

The practice of state funding of public higher education continues to evolve. 
It would be surprising If It were otherwise, given the political, economic, 
social, and cliernograph Ic changes going on around It. This document reports on a 
two-day discussion of the practice and Its context. The framework for the 
discussion was provided by some of the fashionable topics of the day ^wc\\ as 
quality. Incentives, and management flexibility, and by some old favorites, 
costingoand formula f um ^ that take on new light as condMlons change. The 
Intent of the discussion was t^* assess the .nature of recent changes In practice 
and process, to review the findings and th I nk I ng stemml ng from current research 
projects on the Issues In )uest!on, t'' provide practitioners and theorists a 
chance to compare notes, a-v1 to set out an agenda for further study and 
research . 

The Idea fc: rhe conference originated in the context of a project at the 
National Center for Higher Education Managerr.cint Systems (NCKEMS) called 
"retrenchment and reallocation." This ;:roject, which is funded by the National 
Institute of Education (NIE), hfis bee" under way for several years. It l?as had 
as its focus several (more or technical) issues related to formula funding 

and costing. In particular, new formula approaches for responding to 
enrolment change, marg I na l-cost i r\, techniques, and aspects of statistical cost 
estimation have been I invest i gat^a. A general framework piece on state funding 
of public higher education has also l-jen developed as part of the project. 
Within this context, it v,as appropriate to bring together a group of 
knowledgeable people to discuss proj<5ct-rel ated Issues from a variety of 
per v^ctives, but especially those cm practitioners from both the state and v 
institutional leve'ls. Such a discussion would help to focus the continued 
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(lovolopmonl of the project, and It would also constitute a forum for the 
exchange of Ideas which Itself was a project objective. 

In planning for the discussion, or working conference, It soon became evident 
that an opportunity existed to bring several research threads together. The 
Southern Regional Education Board was Just concluding a descriptive study of 
management flexibility at puDlIc colleges and universities. A project on 
quality-related Issues, sponsored by the Fund for the Improvement of 
Postsecondary Education (FIPSE), was being conducted by the Vanderblit 
Education Policy Center, and another F I PSE-sponsor ed project, on Incentives In 
si-ate funding mechanisms, was being conducted Jointly by the National 
Association of College and University Bus I ness Of f I cers and the Education 
Commission, of the States. The interrelationships became obvious In early 
planning sessions, and the conference agenda was recast to highlight these 
"tliemes aiongTwith those more diFec reseBrch-and- -^T^ 

deveiopmerit effort, 

in selecting participants for the conference, an attempt was made to achieve 
some balance between, state- 1 eve I and i nst I tut i ona I representat I ves, .and between 
practitioners and researchers. A reasonable distribution by region of the 
country was also an objective. As the list of participants shows, these ends 
were achieved for the most part given the limitations of the funding and the 
intent to keep the group small in order to facilitate discussion. 

The conference did not include formal presentations. Moderators and specific 
topics were assigned for each of seven discussion sessions over the two-day 
period. The topics and moderators were as follows:, pr ior It ies and ■ 
relationships (Dennis Jones); funding for qual ity ( John Folger ); incentives in 
the budget (Richard Allen); management f I exi b i I ity . ( James Mingle); costs in 
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hlghor aOiic.iiion (J. Michool Muilon); funding formuloG (William Hlckons); and 
research agenda (Paul Brlnknian). 

In the conmontary that follows, an attempt has boon made both to capture the 
gist of each of the sessions and to Include a fair amount of detail where 
appropriate. Various practices and developments are noted, as are trends that 
seem to be developing. 'Occasionally a particular development will bo ascribed 
to a particular state, but much more weight has been given to the appraisal 
side, to what the participants thought was worth being concerned about or worth 
doing, in terms of either Impler.entatlon or research. Most of the participants 
responded In writing to a set of questions as preparation for the 6bnference. 
Those responses are 1 ntegrated at appropriate points In the commentary on the 
sessions. Obviously, some bias will be present in any summary of the sort 
intended here, however good one's intentions. The author apologizes for any 
-misinterpretations that may be present. - 

Thanks are due to the moderators listed above, and to those who helped in 
planning the conference—Richard Alien, John Foiger, J. Michael'^ Mul len,. Gordon 
Van de Water, and Dennis Jones. Special thanks go to Paula Dressier who 
handled the logistics for the conference and who typed these proceedings. 
NCHEMS hosted the conference, NIE provided most of the funding, and FIPSE 
helped defray some of the travel expenses. 

Paul Brinkman 
NCHEMS 
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D i r^cuiif^ ion Sumrncir lofi 

Porticuiar funding rnochan I sniti, stratocjioii, and taclicei diffor from lilatu 1o 
stato, partly duo to (listoricai accidont, and partiy duo to undoriyinfj 
dlffuroncoii in tiio f undainontai contoxt witiHn wiiicii stato ^govornmonts and 
public institutions of higher education interact. The conforonce began with a 
discussion of two important foaturojs of that contoxt: state priorities for 
higher education, and tho basic reicitionsh ip between state govarnment and 

« 

publically supported colleges and universities. Specific issues addressed by 
the participants included the following: current state priorities, changes in 
the relationship between the state and its institutions, the problem of 
congruence of behavioral expectations, changes in the means for ensuring 
accountability, and the importance of trust in the state- 1 nst 1 tut 1 ona 1 
relationsh Ip; 

In a rational world, state government might be expected to have a set of 
explicit goals and priorities for public higher education. The discussion ' 
around the Issue revealed that states vary considerably in the extent td^wh'ich 
such goals and priorities are made explicit* Their primary mode of expression 
is often in the budget that is passed. While a few participants argued that 
what the budget reflects is no more than a temporary consensus among contending 
parties, rather than the influence of long-term goal s, most participants were. 
In fact, able to indicate ope or more general goals or priorities, such as 
"access*', that had played a role in the development of higher education in 
their respective states. A corollary issue, the potential role of higher 
education as a "check and balance" vIs-a-vis the political, forces of ;the 
moment, was also briefly discussed. The state's agenda for public higher 
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education, even if it couid be speiied out precisely, might not be all, or. even- 
the most -important part, of the agendas of public institutions. 

The participants were asked to indicate the state policy objectives and 
priorities that underly the budget for public higher education in their state. 
They responded as fol lows: 

•Access for in-state students; ef f ici ency and i nterna I assessment. - 

• Equity An budget share among institutions. Equity is coming under ' ' 
pressure due to i ncreas i ng ^i nterest in industrial development and 

' quality, which can enhance the budget prospects for some institutions 
at the expense of others. 

• Maximum access, quality, and programmatic d i vers ityf but resource 
' shortages are creating problems in achieving these objectives at 

' previous i eve Is. 

• Shifting from geographical access and institutional support to program 

" quality, choice, and consumer financing; coordination with the, needs of 
the business and technical secfors; more direct assistance to state 
economy. <^ . 



• Very pragmatic philosophy: small increases, even freezes, when» times 
are hard; fairly substantial increases when times are good. 

• Meet the continuifig costs of higher education and mal<e a limited numier 
of 'incremental imp'rovemeats as revenues become available. 

• Nothing consistent is discernable other than t:,e equitable distribution 
of funds among institutions. 
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, • Access to higher education and reasonable freedom of choice between 
Institutions and programs; recently, support for programs such as 
engineering, business, and computer science has become an important 
concern. 

• Enable each institution to carry out its mission; quality programs, 
equity of funding among i nsti tut i ons, access for qualified individuals. 

• Open access and maj ntenance/ improvement of quality; access now being 
limited to preserve quality. 

• Improve quality of instruction and maintain excellence; increased 
efficienay_, productivity, and independence from general fund support;, 
restrict rate of growth in expenditures. 

The participants looked carefully at the arrangements i.n one state, Colorado, 
where the public institutions have recently been accorded more autonomy; they 
are now more *'sf ate-rel ated'* and less "state-controlled". The pros and cons of 
the arrangement were debated. Most participants seemed to favor the increased ^ 
institutional autonomy that is the keystone of the new relationship. Yet there 
was a strong note- to. the effect that too much of, a. good thing was possible. As 
one participant put it, the state ought not to "take.a walk" on higher 
education. The concern over institutions becoming too autonomous was focused . 
on the issue of tuition rates. If the establishment of those rates becomes the 
isole province of the individual institutions, then the state loses direct 
control over an important means of ensuring access unless it provides more 
student^ aid. Net tuition is the real test with respect to access; the state 
has. the option of countering hig'h tuition rates with increased student 
financial aid as a means of maintaining a particular level of access. Even if 



the state were willing to grant institutions that degree of freedom in raising 
their own resources, other problems remain. The participants noted that 
competition among the institutions in a state might be exacerbated. The 
prestigious institutions could charge a much higher tuition rate than the less 
prestigious institutions, and still maintain enrollments. In short, the 
concern was thatlthe^. rJxh „wou.Ld^.ge±..rJxherL,_.and .Jf he.„ 

little or no centralized control over tuition rates. Another way of putting it 
is that the programs the customers (students) thought were best would succeed, 
and the ones they didn't like would fail. It entails a belief that the 
students know what is good for them, and that the market i's a more effective 
regulator than are state officials. 

Another sort of problem that may arise when higher education institutions have 
state-related status, as opposed, for instance, "to state-agency siatus, is a 
breakdown in the congruence of expectations between the state and its 
institutions. For example, a kind of political model (in the' sense of a set of 
behaviors and expectations) is predominant in most states. When times are good 
financially, everyone shares in, the abundant resources. When times are bad, 
everyone gets their fair share of ttie smaller pie. If the educational, 
institutions are operat i ng i nstead with a kind of market or profit model, the 
prospects are good for a ciash-of expectations. For example, suppose a state 
finds itself with both a revenue shortfall and a public university system that^ 
has sizable financial reserves. Either the state's expectat i on of . shar i ng the 
burden of hard times wi.l I suffer, or the institution's expectation of being 
able to profit from prudent management will suf fer— depend i ng on whether the 
state decides to lay claim to the institutional reserves, 
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Sustained movement along the coritinuum from state-agency to state-related 
status for public colleges and universities will requ i re cons.iderabi e 
confidence in higher education on the part of state government. State control 
over higher education will always be present, if only in I imited form, no 
matter what the forma! status of the relationship. So long institutional 
behavior is within the boundaries of reasonableness, as defined by government 
officials and perhaps the public at large', rather loose forms of control are 
possible. Under loose forms of control, accountability will still be an 
issue — and may even be given added emphasis because of the push for 
quality — but it will tend toward performance reviews, post-audit reviews; and 
outcomes, analysis, rather than regulations and pre-expend i ture controls. 

II. Funding for Qua I ity 

Maintaining or, perhaps, recapturing - ;ty in education has been much on the 
mind of the American public. While the public has been particularly concerned 
about the situation in primary and secondary schools (K-12), there have been 
issues,- such as declining SAT scores, open admissions policies, and college 
graduates who lack basic skills, that have generated concern about higher 
education as well. The conference parti ci^pants dealt with a variety of. issues 
related to' quality, but concentrated thei r attention on four areas: the degree 
of concern about quality in higher education; the interaction between the 
concern about quality at the K-12 level and concern at the collegiate level,; 
the prospects for increased accountability (perhaps even a. back I ash) that might 
accompany i ncreased attention on, and funding for, quality; and the kind of 
budget' prov i si ons that are likely to enhance quality. 
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In most .of the states represented at the conference, interest i n' the 'iqua I i ty of 
higher education was substantial, and often growing. In a few s1^31f^Sry■^'f^^e'^ 
interest was narrow, focusing on particular progrargs such as engineering and 
teacher training. The reasons for interest in quality were varied, but chief 
among them were the perceived connection between quality and economic 
development, the national reports on education, and the ef-for+s-ot-b-lue-r-ibbon- 
committees and higher education boards. Surprisingly little of the concern . 
about quality was thought to have been generated by the higher education 
community itself. The fol lowing comments illustrate that despite, a general 
increase in the concern over quality, there remains a cons iderab I e range in the 
awareness and response of state leaders: 

• There has been a growing concern about qua! ity . . . but it has not 
been translated into significant funding increases beyond establishing 
a special fund for recruiting faculty and providing a modest number of 
merit-based state scholarships. 

• To date there has been no practical interest by state political, leaders 
. > . the governor has made a number of statements but has made no 
specific proposals. .The interest is general, not specific. 

• Interest in quality is fairly strong and growing . . . triggered in 
part by economic development and a need to find new justification for 
budget increases given stable or declining enrollments. 

• Concern over access still eclipses the debate over quality, except for 
engineering and computer science where concern for the state's ability, 
to offer quality programs is substantial. 
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• The political leadership is individually very concerned about quality, 
always has been, and takes prjde in that concern, bu"^ they have no 
clear idea what^quality is. Public discussion of quality is inhibited 
by political sensitivity to geographical and union interests. 

• Concern about quality is fairly high, probably due to national events 
and reports. ' . 

• Not .as much concern as in K-12, except for teacher education programs. 

Quality is a major concern, due in part to the budgetary concerns 
expressed by higher education and national events and reporting. 

• Very high level of interest in quality, fosrered in part by a highy 
level of public discussion. 

State leaders' interest in quality is high, encouraged by a strong 

... ... ■ Y 

■ stand on the part of regeats,; commissioners for higher education, and \ 
some institutional presidents. 

• Quality of education is a major priority for this administration. The 
emphasis on elementary and secondary education is beginning to have an 
effect on higher educaTion« ' -^^^ ~ " 

Considerable uncertainty was expressed about whether the quality issue in K-12 
would spill over into higher education. A concrete problem in this context is 
what to do. about remedial education. States are fol lowing different 
patterns — some are i ncorporati ng remediaT work throughout their, higher 
education systems, some are relegating it to community col leges, some are 
imposing output controls on secondary education (in the form of competency 
examinations), and some states haye not'yet decided exactly what to do. There 



was less uncertainty among the participants, although still not total 
agreement, that K-12 and higher education are in a trade-off situation when it 
comes to state fund.ng. There is some conceptual support for this phenomenon, 
in that it follows from a political model (the "fair shares" notion 
essentially) of the funding process. Some empirical studies at the national 



and state .level also support the trade-off concept. Most of the discussants 
were not optimistic about higher education's current chances to secure a bigger 
share of state funding, compared to K-12 education, i n v tew of the Jatter's 
superior political base. It was even suggested that higher education might 

have to "pay" for quality enhancement in the primary and seGp^|lary schools. 

■ , V •■ ■ 

There is a good chance, it was agreed, that the increase in concern about 
quality in higher education will bring with it an increase in accountability.' 
Increased funding directed toward Improvement in quality is being sought, and 
:,obt^ined, in a number of states. Several participants expressed concern abogt 
a possible backlash if it is perceived that the funding has, little impact. .. ■ 
Implicit in this concern, perhaps, was the suggestion that the rhetoric on 
quality had best be kept under control. A related matter thcjt also has the 
potential for generating po I it ica I controversy i s the possibility of having to 
choose between qua I itT~iTTr aacii^T—Clear I y , access is alT-ea^ty-com-i-n^ an4er— 
pressure in some states. Some state governments are likely to want to 
"download", as one participant put it, this type of tough dec is i.on to the 
higher education community itself. . 

Participants were asked, "What sort of budget provisions are likely to enhance 
quality?" A summary selection of their comments follows: 



• Removal of disincentives in policies and budgetary arrangements. 

• Focus on programmatic issues; program review leads to budget issues; 
then a flexible budgetary process is needed to respond to these budv^et 
i ssues. 

• Develop operational defiTTrtions (measures) of quality; must translate 
public relations slogans to programmatic basis? either the stare or the 
institutions may provide the definitions as long as they are acceptable 
to both. 

• A strict (and most difficult) connection to performance; accountability 
•related to performance not process^ 

•Value added provisions. 

Adecucate f und i ng of bas ic mission plus targeted funding. 

• Allow Institutions to supplement support^^of thei.r programs without risk 



• Competitive bonuses; salary suppi ements- v i a endowed facu I ty posit ions. 
Mi. incentives in the Budget 

Ail funding mechanisms contain both expl icit and imp I ic i t i ncent I ves. No 



embedded)., institutions w ij I. .find that some behavior is rewarded and some is . 
not — relative, of course, to an institution's particular goals and objectives. 
The participants focused on how .incentives relate tc* state policies, on the 
extent to which exp I ici t Incent i ves should be built into the funding mechanism. 




matter what the funding procedure (and the policies within which It is 



and on alternative neans for accomplishing state objectives. The system of 
incentives currently being used in Tennessee was reviewed in some detail. 

One way of envisioning the relationship between state priorities and incentives 
for institutional behavior is a rationa-list scenario in which, one, the state 
government has a clear sense of what " +s prior i^ties are, and, two, M" ^ 



deliberately and purposefully builds them into the funding mechanism.. Two sets 
of' questions mighC.be asked about this scenario. First, does it describe 
reality? is this how things typically happen? Is there any evidence. of a . 
trend toward this type of approach? Second, would this approach be desirable? • 
Are there any disadvantages for higher education, or for the public good? 

As the participants had noted i n an earlier session, only a few states have - 
well defined and articulated goals and ob ject i ves f or ' pub I i c higher education. . 
Most states have implicit priorities and general goals. The priorities appear 
to evolve out of the funding situation as much as they shape it. Furthermore, 
the rationalist approach assumes ttiat the link, or means-end relationship, 
between a goal and the mechan i sms. to achieve it is always sufficiently well 
understood to make the system work. If this were generally true government 
intervention typically would be more effective than it actually is. The ^ 
~~difficUty of implementing objectives in complex, loosely coupled organ izarions- 
"■^shuld not be underestimated. There is also an assumption present that the 
ince^itJves contained in the funding mechanism will somehow be obvious at the^ 
■^^^^^^ ^ts, experience has shown, time and again that states can be somewhat..- 
surprised by whVt transpires, and that hindsight reveals much that perhaps ■ 
could have been, ^v^as not, seen at the beginning. How many legislators, for 
example, foresaw that e^Clment driven funding formulas which were designed to 
. . accommodate growth actually ^mslSSi growth? F i na I ly, as one participant 
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noted, even in hindsight it is often difficult to unravel the complex 
^r./ interactions among incentives. ^ 

While the rational model in its pure form may be unrealistic, the participants 
did spend considerable time in reviewing examples of instances in which state 
priorities for higher education are being deliberately worked toward (and 



acfTleved in some instances) through funding incentives. Many of ^fhe~i1^cen1rTves" 
relate to the goal of controlling enrollment growth, or shifting the 
composition of enrollment, or changing the distribution of enrollment within a 
state. States are also using funding incentives to enhance performance .levels, 
raise admissions standards, and achieve savings and redirection of resources 
(for example, by allowing institutions to roll over funds from one year to the 
next). The participants with direct experience in implementing such incentives, 
emphasized that the re I at ionsh i ps involved are general ly more compi icated than 
they appear to be at first glance, and that states should embark on explicit 
incentive programs only if they are willing to "work at if—particularly in 
areas where* measurement is inherently difficult. 

Given that a state's funding mechanism will of necessity contain some 
incentives, it does not foi low necessarily that a state should view the funding 
.inecJhAnLsm.as a pr imary . yeh ic l.e_J.or_..d i recti ng i nst.i tut i ona I behavior-. The 
participants came up with a number of potential problems in depending too 
heavily on financial incentives: . . - 

• Explicit incentives can be difficiilt to work with in a political system 
that typically depends on a certain amount of vagueness for reaching 
agreement and acceptance. 

■ • Incentives do not always send clear signals. 

11 . ' - ' ' ■ 
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• Incentives can increase costs as well as benefits; not enough attention 
may be paid to the cost of bringing about certain behaviors or levels 
of performance. 

• It i5 difficult to reach consensus on the best approach. 

Extensl-ve.--use..oi_„ j ncenti^^^ some loss of institutional 

autonomy, and further increase centralization of authority. 

• The same incentive will affect different institutions differently, 
making implementation more complicated. 

• It may be complicated to provide incentives fairly. 

'• . 

•^There is a danger that institutions will overreact to the incentives, 
and there may be unanticipated side effects (these potential problems 
tend to worsen as the imp I ementat ion of the incentives becomes more 
mechan i st i c) . 

- o . 

■ . • \ 

• Any positive effects could be diluted if the incentives were. to be • 
accompanied by cumbersome monitoring and regulations. 

• Incentives are often rather blunt instruments to achieve a particular 
goal or objective. . 

Despite these problems, several of the participants saw the use of explicit 
incentives as an opportunity to encourage better management and better 

performance., assuming that the objectives can be reasonably well specified. As 

/ I. 
a means of improving performance, it was argued, the use of incentives would 

of.ten be pref erabi e- to the use of regu I ati ons. The latter have not been 

particularly effective thus far. Standards, such as those for competency 



examinations, often must be set too low to be of much value if they are to be • 
acceptable politically. In any case, there was general agreement among the 
participants regarding the' high utility of at least removing disincentives with 
respect to state priorities. 

. v.: 

IV, Management Flexibility ^ 



The degree of autonomy that might properly be granted to public colleges and 
universities, a question of I ong-stand 1 ng across the country, was addressed in 
fairly general terms in the opening session of the conference. In this 
subsequent session, the focus on institutional autonomy was narrowed to that of 
management flexibility in relation to i nst itut.iona f budgets. The issues that 
received the most attention in the discussion were as follows: in general, 
terms, the proper distribution between the state and the institutions of the 
respojTS^ i I ity for managing institutional budgets; variations in state control 
over positions; the effects of greater management flexibility on governing 
boards; leadership and flexibility; trickle-down effects; and possible 
resistance to greater flexibility on the part of some institutional managers. 

Management flexibility with respect to the budget can be thought of in two 
senses: one, developmental flexibility, relating to how the budget is 



originally built, and, two, procedural flexibility, relating to how money is- 
spent. Much of the discussion on what the basic state- institution relationship 
should be hadto do with procedural flexibility. On th i s" matter, there was 
.general agreement among the. participants that the primary state role should be 
to establish clear gu idel i nes f or accountability, and that the accountability 
should be implemented in a post-audit rather than a pre-expenditure manner. 
The management of the budget should be left to the institutions. Some of their 
i nd iv idual comments to that effect are as follows:- 

, 13 • ' . * ■ 

' 24 ^ 



EKLC 



• The. state should perform or be provided with an audit sufficient to 
ensure honesty, conformance with fiduciary responsibi I iti es^ and a 
proper observance of public policy. Otherwise all management authority 
should reside in the institutions. 

• If management is defined as the day-to-day operations once the overall 
budget has been determined, management — including most personnel" 
decisions — should rest exclusively with the institutions. 

• Once the budget is enacted, institutions should be free to manage the 
funds as they see fit, consistent with proper fiscal and management 
pr act ices. . 

• Managing, a budget is totally an institutional responsibility; the only 
.legitimate state role is post-audit; 

• ^Institutions should have operational autonomy and reasonable budget 

flexibility, with fi$luciary and performance accountability. 

Two participants, after affirming the general tenor of the above remarks, added 
that budget policy should not be established in response to individual 
situations of mismanagement; otherwise the. controls and procedures that are 
instituted will punish both good and bad managers. 

• • '1 ■■ ■ , 

With respect to one particular issue in "budget management, position-control, a 

ev 

wide range of state- i nst i tut i on relationships had been exper lenced by the 
participants. One state was. described as having a fixation oh 
position-control. .In another state, the coordinating board neither knows nor 

cares how many higher education employees there are; In yet another case,, the 

\ 

state exercises control indirectly by setting guidelines for salaries as a 

■■ \ 
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percent of total expenditures. What effects have accompanied these alter^native 
approaches? One state has found that rigorous position control does not 
necessarily translate Jnto saving money — if instituitons may contract foV ^ 
services; and so' on. States v^ith little posit ion-dpntrol have variously 
experienced ''position creep", "position gaM'up^^ shortages of support monies 
because of high salaries, and a concentration of monies in the, wrong place (in 
new faculty) when times get tough. 

When a state decides to make a much greater degree of ' management* flexibility 
available to its institutions than they have been" accustomed to, responses are 
likely to vary considerably among institutions and e I ements'^ thereof . Some 
institutions wil 1 make the most of the opportunity. Others will react. more 
conservatively. Much depends on the governing boards and their willingness to 
accept greater responsibility. For boards that may have viewed their previous-* 
role as being essentially honorary \and ■ pro forma rather than , 

management-oriented, the .additional burden can be substantial. This is \ 

* ■ ■ * . . . ■ ' \ 

especially true if the new f I exi b i I i ty' extends into the budget development area 

(for example, setting tuition rates ).\ 

Similarly, institutional leadership in the top administrative positions is 
crucial fpr capitalizing on budget management flexibility. They have the'' v 
responsibility for overcoming a natural inertia to do business as usual. In 
the latter regard, several participants commented on the resistance to 
Increased budget flexibility that may come from middle managers. These 
managers tend to be relatively bureaucratic, and are likely to be comfortable . ■ 
with establi-shed procedures and with established relationships between . . 

themselves and thei r counterparts in state agencies. From thei r perspect i ve, \ 
then, a set of state- level , pre-expfend iture control s may not appear to be | 
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particularly burdensome. It was noted, however, that. from virtually any 
viewpoint in an institution, whether it be that of-^dm in i stration or of 
faculty, procedural control s are easier to take in an era of . growth than in 

■ If 

no-growth or declining situations. 

There was' some discussion of whether a new found management flexibility might 
tend to stop at the top level of i nst i tut-i ona I administration. The experience 
of one state that had recently experienced a great increase in flexibility 
suggests that there is a trickle-down effect over time. In other words, across 
successive budget cycles, management f I exi b i l.ity is being exercised at 
•••successively lower ' adm in i strati ve levels. Th i s exper ience was said to reflect 
• the-ef-fect-s -of-both.^adnLi_nLsjTa1^^ i ng-curve phenomenon . 



Two of the participants reported that in their states, . Mi nnesota and Kentucky, 
fundamental changes occurred during 1983 in the degree of management 
flexibility afforded pub-lie higher education. In both' instances, the degree of 
flexibility was greatly enhanced. Small incremental changes toward greater 
flexibility were reporte'd for Maryland and Virginia, and perhaps for Utah (in 
terms of legislative intent), while a slight shift toward less flexibility was 
reported for Texas. . • - 

.In a suiricatlve comment near the end of the discussion, it »as noted that the 
participants had been viewing management f I exi b i I ity largely as a way of . 
.improving bureaucratic functioning. In so doing, the implicit assumption 
seemed to be that institution-wide benefits would likely accrue from increased 
•flexibility. Yet, it was pointed out, faculty are not central ly involved in 
the bureaucratic processes in" question. Thus, the degree of management 
flexibility probably has I ittle. effect on teaching and research, the basic 
, higher-educa'tion activities. It was suggested that the essential similarity in 
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the manner in which those activities are carried out in both public and private 
universities — the I atter en joy ing a minimum of outside interference on their 
management practices — provided evidence substantiating that conclusion. 

V. Costs In Higher Education 

At first glance, the relationship between state funding of public higher • 
education and the cost of providing that education is fairly obvious. A 
particular level of service costs a given amount. The state decides what 
portion of the cost it will subsidize, and the rest is paid for by students and 
their families, by gifts, grants, and contracts from various sources, and so 
on. While that straightforward view bears some semblance of the truth, it 
hides several complexities that stem from the nature of costs in higher 
education. In one form or another, these complexities were the subject of the 
discussion during this session. Specifically, the d i scuss ion focused .on three 
topics: the problems inherent in basing tui-tion rates on the costs of 
instruction; the nature of costs and ramifications thereof for using costing as 
a management tool; and the" role of marg i na I . costi ng in the funding of public 
higher education. 

There appears to be a growing trend to link tuition rates at public 
institutions to the cost of providing instructional services. Typically, the 
revenue to be obtained from tuition payments is estab I i shed by taking a 
percentage of instructional costs. The tuition rate is then simply a function 
of tuition revenue required and estimated enrollment. In some states, the cost 
of instruction by level, or by program, or a combination of the two, is used as 
the basis for charging so-called differential tuition rates. What can be said 
about this practice? . 
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To-some participants, the practice seemed arbitrary at least in execution. On 
occasion, tuition revenue appears to be no more than a device to cover revenue 
shortfalls from other sources, which usually means that the student share will 
increase when the economy is poor. Other participants argued that educational 
services ought to be viewed as any other "good" for which the users must bear 
the cost. The state determines what the service is worth to it and 
appropriates funds accordingly. The remainder (minus contributions from other 
sources) is left to the student who also makes a determination of worth and 
then buys services accordingly. Provisions may be made, of course, to assist 
financially those students who cannot afford to pay for the services. In 
general, the argument went, this process is not any more arbitrary than the 
establishment of prices in other sectors of the economy. 

One rejoinder was to emphasize the "softness" and complexities of cost data 
when those data are employed in determining tuition rates. A student normally 
uses not one, but many, services over a period of time. The "cost of service" 
logic seems to entai I determining the cost of each and every service, and in 
each instance a decision must be made about the proper unit of analysis: for 
example, all educational and general functions, instruction only, instruction 
by department or progran, the ful I cost of a course, the direct cost of a 
course, etc. But is there a sound, philosophical basis on which these 
decisions can be made? Furthermore, is it not true that allocating indirect 
costs as well as costs associated with jointly produced activities' is 
difficult, messy, and always somewhat arbitrary? 

In the end, there was I ittle agreement as to the ultimate reasonableness of, 
basing tuition on costs. The, discussion also included commentary on other 
considerations, relating to the establishment of tuition rates. Market and 
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social considerations (ability to pay In particular) were the prime topics, it 
was noted> for instance, that at one point the tuition rate for non-resident 
medical students in a particular state was set so high (on the basis of costs) 
that no such students enrol led. On the other hand, in another state tuition 
rates are determined as a percentage of per capita Income (with some variation 
in the percentage by type of institution), a strategy which raises interesting 
questions about the level of institutional funding during periods of economic 
stagnati on. ' 

The nature of costs in higher education was d i scussed . br ief I y • The lack of 
standard costs was seen by, some participants as undercutting the value of cost 
data for management purposes; without standards, how can it be determined 
whether a cost is appropriate or not? Others suggested that so-called 
constructed costs might be a solution, although it was unclear how such data 
would solve the question of appropriateness unless they ultimately were based 
on standard costs or, equ i va I ent I y , standard production relationships. 
Simi I arl y, comparative costs can be a surrogate for standard costs only if one 
is willing to accept the behavior of some particular group of cost centers 
(institutions, colleges, departments; and so on) as normative. Of course, 
constructed costs and comparative costs may be useful, in other ways than in.,' 
determ in i ng 1 he appropriateness of historical or projected costs; for instance, 
as proxies for resource utilization data of various kinds. 

When asked about the role of costing in the budget process in their states, the 
participants' responses ranged from "virtually none" (California; Colorado) to 
"central** (Minnesota, Virginia) with a rather even distribution between those 
extremes. Some states seem to be getting less interested in costing 
(Tennessee, Kentucky), while others are getting more interested (Utah). Some . 
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of the reported uses for costing in the budget process for funding public , 
higher education included the following: calibrating formulas, providing a* 
starting point for budget analysis, providing -a basis for setting tuition 
rates, providing a basis for making equity adjustments among institutions or 
re-evaluating formulas, and providing direct input into the budget estimation 
process. 

As with other aspects of costing, the participants found much to disagree about 
with respect to the role that marginal costs might play in the state funding 
process. Direct application in a funding formula'of empirically derived,. 
marginal costs, for example, did not seem proper to some participants, yet the 
direct application of marginal cost principles are evident in some formulas 
(Indiana, for example, or the Ca I i forn i a approach to funding commun i ty co I I ege 
districts). The concept or principle involved, that the next unit. of output 
(activity, service, etc.) may cost more or less than the last one has 
apparently found some acceptance. On occasion, this possibi I ity is indirectly 
acknowledged by a state that elects to discount a formula in times of growth 
(i.e., appropriate less than the formula indicates), or to reduce funds on. 
something other than an average cost basis for institutions with declining 
enrol Iments. 

The point around which there was some agreement is that marginal costing in the 
sense of recognizing that unit. costs are non- linear does have applicability for 
state funding of higher education. At the same time, marginal costing: in the 
classic sense of empirical, econometric studies was thought to besomething for 

. researchers to engage in which may or may not have, util.ity for some future 

budgeting process. Of course, as several participants noted, the real value of 
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any kind of cost data is difficult to Judge apart from specific issues, 
questions, and political situations. 

The part ici pants thought it would be useful If more could be learned about.,the 
fol lowing cost-rel ated Issues: 

The relationship between demand and cost 

•The cost of quality 

• How to adjust for quality wVien comparing costs 

• How to determine standard or normative or true costs 

• The relationship between enrollment size and unit costs; economies of 
scale at all levels (e.g., programs, institutions) 

• Minimum efficient institutional size 

• The behavior of marginal costs, the relationship of fixed and variable 
costs, average and margi na I , costs 

• The appropriate levels of detail for cost analysis when conducted .at 
national, state, institutional, and departmental units of analysis 

• Why costs among comparable institutions, departments, etc., can be so 
different . ^ 

o Ways of relating costs to policy objectives . 

• Why the contr i but i on of capital and technological investment to lowered 
costs is as limited as it seems .to be. 
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Vl. Funding Formul as 

The widespread use of formulas for funding higher education, is now in its 
fourth decade. About haif of the states make use of formuias in some explicit 
fashion, and most of the others probably have some formuia-iike eiements 
somewhere in the budget process.. Formuias caught on in the post WWi I era In 
higher education primarliy as a means of deaiing with the problem of equitable 
distribution of state monies across burgeoning systems of institutions, rapid 
enroi iment growth, and a desire to build more objectivity Into the budgeti ng 
process.. The comments made during the conference regarding formuias suggest 
that the basic motives for. formuias are sti i i operative, aithough modified 
somewhat to ref iect the changing environment within which higher education 
operates. The primary Issues that were considered by the participants Inciuded 
the foiiowing:. what formuias ought to be abie to accompiish if they are to be 
iegitir.ate and adequate devices for the budgeting process; ways in which 
formuias can be* harmful; recent improvements in formuias or. In their use; other 
changes, present and future, in formuias. 

Several dimensions need to be examined in evaiuating the roie of a formuia In a 
particular budgeting process. Legitimacy is one issue. One participant set 
out the foiiowing criteria to establish the legitimacy of a formuia: the 
formula must appear to be reasonable. It must dea^ adequately with differences 
among Institutions In roie and scope;, and It must provide for an equitable 
distribution of funds across Institutions. Another dimension is the extent to 
which a formuia Is actually funded. There was some disagreement among the 
participants as to what meaning could be drawn from a situation In which a 
formula was perennially underfunded ( i .e. , the actua I appropriations were less' 
than the figures Indicated by the formula). Some argued that it reflected on 
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the legitimacy of the formula Itself, while others said that the formula might 
still be sound, but simply overmatched against environmental conditions such as 
a revenue shortfall or some sort of political downdraft. As one participant 
noted, the technical logic of a formula ought not to be confused with Its 
political logic. There was agreement with the notion that one must look at 
more than the formula to tell how things are going in a particular state. In 
all states, part of the budget Is funded outside of the formula. For example, 
while Texas Is regarded as a formula state, fully one billion dollars of state 
support for higher educati on i nst I tut i ons Is not included In the formula. 
Appropriations for agricultural stations and extension services are typical of 
the sort of thing that may be funded on . an _ i ncremental basis, 

When asked about ways in which formulas could be helpful in the budgeting 
process, the participants responded as follows: 

• Help ensure equity In the distribution of available funds among systems 
and institutions, 

• Promote regu I ar i ty In the budget process; allow for routine 
calculations in areas where agreement is strong, 

• Depoliticize some decisions; save legislative time. 

• I dent i f y needs, 

• Objectively demonstrate underf und i ng, 

• Put pressure on state officials to honor past commitments. 

e Help identify policy variables; force some rigor regardi ng state 
. funding policy; reflect state policy. 
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• Serve as a pub I ic re I at ions tool . 

Funding formulas can also be harmful in the budgetl ng process. According to 
the participants, formulas are iikely to be harmful if they: 

• remain unchanged or unexamined for a iong time . * 

• are seen as a prescription for the way money should be spent 

■■> 

• are used for budget control (i.e., become prescriptive on expenditures) 

• reinforce conservative tendencies that occur during retrenchment 
•bring about a leveling or homogenizati on among a state's institutions 

• are totally enrollment driven 

• become a lever for outside control over the " institutions 

• embody inappropriate incentives 
restrict innovation 

• slow response time to changing circumstances, 

0: 

Given the rather considerable potential -to be helpful or harmful to the 
budgeting process, it is not surpr isi ng that efforts to improve formulas are 
ongoing in many states. One participant reported on a survey of 18 states in 
which none were giving up their formulas, but virtually all were attempting to 
make some improvemen^ts. The efforts range f.rom minor tinkering to radical 
revision. Two of the states represented at the conference, Kentucky arid 
Minnesota, clearly fall in the latter category. In Kentucky, the new formula 
moves away from a. focus on ' i ncrementa I budgeting to a focus on differential 



funding, that is, the new approach is much more cognizant of differences in 
institutional mission and responsibilities. In Minnesota, the shift is away 
from a combination of i ncrementai Ism plus student-faculty ratios to an 
average-cost funding method f eatur i ng twel ve categories (by level and 
costliness) plus a buf f er i ng mechan i sm (the enrollment multiplier is lagged two 
years,). In both instances, it was noted, the governing boards and 
administrations of the respective institutions have been- given very extensive 
management flexibility — and the tough decision-making responsibilities that go • 
with the increased flexibility. 

Some of the other improvements, or at least changes, in formulas mentioned by 
participants include the following: 

• Adapting to changing circumstances such as enrollment shifts. 

• Adapting to changing state- pr ior it ies such 'as an increased interest in 
qua I ity. . p 

. • Adapting to changes in 'standards for funding levels as in the case 
' where the value of a particular funding factor (for instance, average 

faculty salary) is pegged to the behavior of a set of comparison 
• institutions. 

• Closer approximation to general co 

• Further equalization a^nong i nst i tut i ons\ 

■ ' . * ■ \, 

. • Adding a factor, to the formula such as recogn'^i z i ng' the level of 

separately budgeted research being conducted on V campus. 




25 




Adding complexity (for example, further disaggregating a discipline 
cost matr ix) . ^ 

• Including another area of activity such as campus sequrity In the 
formula. 

• Updating rates I n -accord w Ith Inflation, 

• Adding specialized formulas. 

• Buffering of small institutions from enrollment fluctuations and 
changes in the formula. ' 

A related area of change has to do with formula use policies, rather than with, 
formulas themselves. Some states have had to contend with conflicting 
formulas, or with a formula that has little backing from the parties involved. 
Thus improvements in some states are a matter of bringing people together to 
establish a si'ngle, acceptable formula. Several participants stressed the 
Importance of the way in which formulas are actually used. 

It was briefly noted that all of these changes, whether major or minor, usually 
are accompanied by considerable scrutiny on the part of institutional analysts. 
They want to know what the effects of each change will be on their respective 
institutions. It was suggested by one participant that institutions be 
appraised of all the prospective changes at once, because changes are often put 
together as a set contai/iing various trade-offs. 

in looking to the future, the participants saw few clear trends that could be 
expected to appear" in all of the states that are currently using formulas. 
Clearly, adaptati ons of one kind or another will have to be made to compensate 
for changes in enrollment, prices, and state revenues, in many Instances, 
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theso changosi will be on the order of minor adjustments or add-ons to the 
formula, since formulas, despite all the changes noted above, are essontJal.ly 
conservative. A number of partlclpamc saw Increased use of *'specl a I I zed** 
formulas, or targeted dollars, added onto the general formula (that Is, tho 
formula, or the part thereof, that funds the core elements of an Institution's 
operations). 

There was also some agreement that formulas were likely to become more complex. 
The additional complexity would likely consist of special formulas, formulas 
that Include multiple funding factors, that Is, separate approaches to each of* 
several areas (for example, Instruction, plant maintenance, and so on), greater 
differentiation by disclpl Ine and/or level of Instruction, and additional types 
of cost data (for example, constructed costs). 

At the same time, it was thought that greater simplicity was In the offing for 
some states, at least In those Instances where there was a desire to enhance 
the management flexibility of the Institutions, With thatvalm In mind, fairly 
simple formulas might be sufficient — assuming that some of the complexity In 
current formulas Is the result of the state's Interest in maintaining a high 
level of budget control . Perhaps the most certain thing one might say about 
the future Is that states are likely to remain pragmatic and Individualistic In 
their a'pproach to the use of formulas, as they weave together various technical 
and political considerations, ' 

VI I , Research Agenda 

The concluding session of the conference was devoted primarily to developing a 
list of funding issues that needed further Investigation and analysis. The 

session "began with a sketch of where two pertinent FIPSE projects, one on 
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quality uiuJ ono on incontivQS, woro headed In tho noar torm. It was reported 
that the two projects wore to be merged, and that by early 1984 thoy would 
yield a catalog of quality-related Initiatives that have boon taken In various 
states. The document will also contain an assessment of the effectiveness of 
the Initiatives, the names of contact persons, and a conceptual framework 
within which to think about the various changes, and strategies that are 
uncovered. Various other means for the dissemination. of project findings are 
also being considered. 

The discussion of possible Items for a research agenda ranged widely, 
reflecting the background and Interests of the participants. ; The Initial .focus 
was on costing, followed by a long series of I ssues and. prob I ems that seemed to 
call for some sort of evaluative research. : 

With r/espect to costing. Interest was again expressed>n--the development of 
standird costs.,, particularly as they would relate to comparative costs among 
disciplines and departments.' It was suggested that useful progress In costing 
stud es would more likely occur at the departmental .or disciplinary level than 
at the institutional level, given the difficulty of knowing what is actually 
goirlg on in terms of costs at large, complex institutions. It was ;fhought that 
amo|(g professional schools, law schools probably offered the best opportunity 
for good costing work. Dental schools and bas Ic science' med id ne also seemed 
to of.fer some possibilities, but clinical medicine was judged to be too complex 
to study profitably. . " 

The discussion of areas' or issues that needed eval uative investigation began 
with management flexibility. Efforts thus far were character izecJ as being 
mostly descriptive -analyses of current practice, with little att^bnti on' bei ng 
paid to the effects of changes in flexibility. Similarly, it was noted that 



analysts have looked at and categorized various sorts of budget forms ant) . 
budgot processes, but have not done enough to assess the Jmpllcatlons of the 
differences found-- for Inbiance, as they might relate to the bottom line for 
state support, or the bottom line In terms of what happens to the Instructional 
process. 

The effects of retrenchment, or as one participant put It, the effects of the 
reallocation that go on under the cloak of retrenchment, were seen as another 
Important area for research. Spec I f Ic I ssues mentioned In this context 
Included the following: state-level reactions to retrenchment; the effects of 
the decline In real faculty salaries; the effects of retrenchment on renewal of 
academic talent; the extent and Impact of the shift of funds on the campus 
between faculty salaries and other types of expenditures; and the financial 
Impact of early retirement. 

Besides the evaluative research, the participants discussed several topics 
wherein the required research and Investigation would be more forward looking. 
The topics receiving the most attention were the following: likely trends In 
state expenditure's for health care, welfare, pensions, and so on— ref I ect I ng 
the obvious fact that higher education must compete for state support with a 
host of other Important causes; ways of Investing money In education that yield 
a high return for the state In terms of economic development; and strategies 
for capital formation In the public sector. 

The Implications of potential changes In accounting practices were also seen as 
worthy topics for Investigation. Changes now being considered In fund 
accounting procedures, possible recognition of deprecl atl^on, and .a growing 
interest in the way uncompensated absences are recorded in financial 
statements, ail have the potential to change fundamentally the way in which 



higher education i nst i tut i ons record their financial operations and their 
financial condition. More than just record keeping is at stake. For instance, 
by formal ly acknowledging the depreciation of its physical asseti' in~hTglTe^----- 
educat^on,.a state might find itself in a def icit situation at odds with its 
constitution. A number of other issues were touched on. They appear in the 
list of potential research topics shown in the appendix. 



Appendix 

Research on the Financing of Public Higher Education: Some Potential Topics 

n preparation for the session, participants were asked to indicate the 
• inance-rel ated issues that ought to be investigated over the next several 
'ears. They responded as fol lows: 

• Value-added incentives. 

• The best funding methods to promote innovation and responsiveness to 
change in the larger society. 

• Ways in which system organization can inhibit or f aci I itate the 
accomplishment of public policy goals in higher education. 

• The discretion given campuses in the use of non-state funds. 

• Incentives and incentive funding at both the individual level and fhe 
institutional level. 

• Incentives for increasing institutional flexibility. 

• Ways that funding poMcleis can reinforce the revival of higher 
education and undermine the conservative tendencies that are so strong 
during a period of retrenchment. 

• Funding quality and the assurance of quality. 

Use of outcome measures in post-performance review. 

• Enrollment policies. 

. - ■ ■ ■ ^ 

• Effects of enrol Iment changes. 



Funding formulas in an environment of declining enrollments. 

Average versus marginal costs, etc., and applications in budget 
formulas. 

The use of costing concepts in the funding process. 

How~tFe"Ttate"shW|-d-pTW|-de-for--future ob-|-lgations-(def erred 

maintenance, equipment replacement, retirement, etc.). 

Depreciation of the educational infrastructure and how it should be ' 
bu i It into budgets. ' , 

Long-term policy impi ications,. of short-run t inancial decisions. 

Problems of closing underutilized facilities, e.g. , al ternati ve .y.ses of 
facilities, metiiods of estimating savings. 

Ways in which the state could help institutions improve their personnel 
systems; 

Optimum length of the budget eye I e for d i f f erent l<inds of expenditures. 

Methods of analyzing, informing, and supporting a state's macro 
decisions about the size of higher education funding and the methods of 
del ivering .it. 

the priority given higher education by the states— part^cu I ar I y during 
economic downturns. 

Comparative state support of h igher educati on. 
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ComparativG higher education finance (with strict quality controT on 
input data). 

Renewed efforts at developing better information exchange procedures. 

New approaches to depicting the needs of higher education. 

Trends and reasons for states increasing and decreasing institutional 
f lexibi I ity. 

The budgeting processes of campus and multi-campus systems and how 
these processes interface with the related state processes. 

Mixed models of pub I i c. f und i ng, private funding, and tuition funding,, 
and their impact on both the public and private sectors. 

Increasing role of non-governmental dollars in pub I ic- h igher education. 

Effects of revenue changes. 

State revenue projections as they bear on higher education\ 
institutions. 

Effects (positive and negative) of long-term retrenchment. 

Institutional and state-level approaches for effectively managing the 
conflict and turmoil associated with retrenchment. 

How financial adversity can be turned to our advantage. 

Impact o'f mid-year budget adjustments. . , , 
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• The extent to which h igher educati on " i s abl e .to compete with the 
private sector for professional talent, both at the entry level and in 
mid-career. 

• Effects of student assistance on attenda; ce patterns; the point of 
diminishing returns in terms of accuob and choice. 

• Relationships among tuition and fees, student aid, and 
^c ce ss7 pa Ff i '(fT"pa t i o n TrTrhT g^h e r education. . 

• Tuition pricing elasticities. 

• Use'^of aifferential tuition rates. 

• Reassessment of state planning activities. 
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